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The  Farmer  Cooperative  Service  conducts  research  studies  and  service 
activities  of  assistance  to  farmers  in  connection  with  cooperatives 
engaged  in  marketing  farm  products^  purchasing  farm  supplies,  and 
supplying  business  services.   The  v/ork  of  the  Service  relates  to  prob- 
lems of  management,  organization,  policies,  financing,  merchandising, 
quality,  costs,  efficiency,  and  membership. 

The  Service  publishes  the  results  of  the  studies;  confers  and  advises 
with  officials  of  farmers'  cooperatives;  and  v\rorks  with  educational 
agencies,  cooperativesj  and  others  in  the  dissemination  of  information 
relating  to  cooperative  principles  and  practices. 
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Key  employees  and  directors  of  v/col  marketing 
cooperatives  have  expressed  interest  in  the 
possibilities  of  increasing  the  effectiveness 
of  their  marketing  operations  by  trading,  in 
fvityres.   This  report  is  an  attempt  to  briefly 
present  the  theory,  history,  and  problems  of 
trading  in  wool  and  top  futures  as  a  service 
to  these  Q-ssociations  and  others  interested  in 
wool  marketing.   It  is  hoped  that  this  material 
v/ill  be.  helpful,  to  wool  cooperatives  in  deciding 
whether. or  not  to  trade  in  futures,  and  if  so, 
on  v/hat  basis,.   Ho  attempt  v;as  made  in  this  study 
to  determine  whether  futures  markets  have  been 
beneficial  or  detrimental  to  the  interests  of 
wool  growers.. 
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SUMMIY  AND  CONCLUSIONS 

Important  problems  face  wool  cooporativos   in  employing  futures  as  a 
marketing  aid.      In  periods    in  tho   past,   wool  cooporativos   could  havo  traded 
in  futures  with  benoficial  results   for   groover  members.      At  times,    trading 
in  futures   could  also  have   been  costly  to  v\rool  cooperatives  and  their   grower 
members.     Along  the  marketing  road  ahead,    opportunities   for  using  futures 
to  advantage  will  develop  for  wool  cooperatives,    along  with  dangers   of  loss 
from  trading  in  futures. 

Futures  markets  are  a   tool   or   device   that  may  be   used  by  wool  cooper- 
atives,  under  certain  conditions,    in   operations  briefly  described   in  the 
following  paragraphs.      Each  of  the  various   types  of  transactions   requiree 
a  degree   of  prediction  as   to  \vhether  actual  wool  prices  will  rise   or  fall 
relative   to  futures   prices   -  and  when.      The   differences  betvroen  actual 
wool  prices  and  the    prices  of  futures  contracts  do  not  remain  constant   on 
a  grade -by- grade  basis.      Those   differences,    called  bases,    should  be   of 
utmost   concern  to  wool   cooperatives,    if  and  when  they  trade   in  futures. 

Short  hedging  low -advance   consJ.gnod  wool.    -   This  may  be   done  before, 
during  or  afte'r'Thearing^      Futures   equalling  the  volume   of  the   consigned 
wool  are   sold  when  the   price   level   is   considered  favorable.      The  futures 
are  bought  back  when  the   actual  wool   is   sold.      It  would  be   desirable   for 
the  price   of  wool  to  be    low  relative   to  the   price   of  futures  when  the   short 
hedge   is   first  placed   --  and  the   sales   price   of  the  wool  should  be  high 
relative  to  the   price   of  the    futures  when  they  are  bought  back.      It  would 
probably  be   better  to   sell  the  v/ool  and  not  hedge    if  actual  wool  prices  are 
high  in  relation  to  futures^    providing  the  market  price   itself  is   satis- 
factory. 

Short  hedging  high  guaranteed-advance  pool  wool  or  purchased  wool. 
The  mechanics  and  guides  are  much  the  s'^me  as  in" the  case"  of  low-aHvance 
consigned  v/ool.  However,  the  cooperative  itself  will  have  to  carry  the 
price  risk  on  purchased  or  high  guaranteed  advance  vvools  if  it  does  not 
short-hedge  these  wools.  The  cooperative  will,  in  any  event,  have  to  carry 
the  basis  risk  on  short-hedged  wool.  The  basis  risk  is  duo  to  the  non- 
parallel  movements   of  the    prices   of  actual  wool  and   of  futures. 

Long  hedging  forvrard   sales   for  which  the   required  wools  must  be   obtained, 
The   cooperative  buys   futures   equalling  the  volume   called  for   in  the   forward 
sales   contract  and  then  sells  these   futures  when  the   required  wool   is 
obtained.      It  would  bo  desirable   for  the   fonvard   sale   to  be  made  at  prices 
that  are  high  in  relation  to  futures   -  and  the   price    of  wool   should  be   low 
in  relation  to  the   price    of  futures  when  the   futures  are   sold. 

Shifting  a  grower ' s  long  position  in  consigned  wool  to  a  long-specu- 
lative position  in  futures.  The  cooperative  sells  the  consigned  v^fool  and 
buys  futures.  The  futures  are  'sold  at  some  later  date.  It  ivould  be  desir- 
able for  the  price  of  vjool  to  be  high  in  relation  to  the  price  of  futures 
when  the  actual  wool  is  sold  •"•nd  the  futures  bought  -  b.nd  there  should  be 
good  indications  that  futuret;  prices  v;ill  rise  further  and/or  further  and 
faster  than  the  prices  of  actual  wool. 


Short   or   long  spoculating  for^__the   grower's  ac c ount  as  a  futures 
coimnission  agent  or   broker.      Tnis   type   of  operation   on  the   part  of  the 
cooperativG  Lvould  roquiro  a  membership  as  a   futures   commission  agent  or 
broker   in  the   Vjool  Associates   of  the   Nevj  York  Cotton  Exchange   —  the   only 
wool  and  ivool  top  futures  market   in  the   United   States.      This   kind  of  oper- 
ation would  "be   strictly  incidental  to  the  main  purpose   of  a  cooperative 
wool  marketing  association. 

Selling    '^'on  call".      Essentially   in  an   "on  call"   sale,    the   cooperativo 
sells  wool  to  a   customer  with  the  ultimate   price   to  be  determined  at  a 
specified  amount  above    or  below  the   price   of  a  designated   futures   option 
when  the   customer  calls   the   sale.      The   cooperative  may  short-hedge  the  wool 
when,  the   call   sale   contract   is   first  made,   and  thus   then  determine   the-  gross 
price   for  the  v/ool.      The   cost   of  the  wool  to  the   call  customer   is   equal  to 
the  price    of    the    i\jture  when  he  calls   the   sale   plus    or  minus  the  difference 
agreed  upon. 

Purchasing  wool  from  growers    "on-call"*  or   obtaining  wool  from  growers 
in  a  high   guaranteed-advanco   pool   in    "on-call"   transact ions_ with  the   grower 
having  the   right  to  call  the   sale.      The    cooperative   agrees   to   purchase    or 
give  a  high  guaranteed  advance  at  a  designated  amount  abovo   or  boloviT  a 
specified  futures   option  v/hen  the   grov/^^r    "calls".     Returns  to   the    grower 
will  equal  the  price    of  the    specified  futures   operation  when  he    "calls", 
plus   or  minus  the   difference    (basis;  agreed  upon  when  the   call   purchase 
contract  v/as   initially  made.      The   cooperative   should   short-hedge  wool 
obtained   in  these    "on-call"  transactions  with  growers   unless   it  v/ants   to 
bear   the   price   risk.      The   grower,    in  essence,   must  want  to  speculate    if  ho 
delivers  wool  to   his  cooperative    in  accordance  with  an    "on-call"  purchase 
contract. 

TJool  cooperatives   have   made   practically  no  use   of  futures  markets    in 
the   past.      If  they  are    considering  trading   in  futures,   managers  and  key 
employees   of  State   regional  and  national  v/ool   cooperatives   should  conduct 
critical  studies   of  the    problems    involved.      If  they  do  decide   to  trade    in 
futures,    they  should  adopt  a  policy  of  caution.      These   co-ops  v;ill  also 
have   to  employ  highly  qualified   personnel  to  do  their   futures  trading   or 
they  will  have  to  gather   a   considerable  amount   of  knowledge   through  study, 
training,   and  experience    in  order  to  make   sound  decisions. 

Selecting  the  month  in  which  to  place  a  hedge   is    important  for  the 
hedger.     Sufficient  reserves   should  be   kept  on  hand  to  cover   losses  even 
though  management  decides   to  take  only  those  risks    in  basis   that  are  thought 
to  be   highly  favorable.    The   pooling   of  any  basis   gains  made   on  high-advance 
pool  wools,   and  retention  of  these  funds  on  a  revolving-fund  basis  v>rould  be 
desirable. 

Futures  trading  done    in   connection  with  low  nonguaranteed-advance 
consigned  '.vool,    except   for   large   clips,    could,  best  be  done   on  a  pool  basis. 

Sales  management  should  have  authority  to  act   quickly  and   independently 
on  wools   involved,   or  to  be   involved,    in  futures   transactions. 
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PROBLEMS   OF  "iTOOL  COOPERATIVES   IN  USIHG  FUTURES  MARKETS 


The   job   of  a  wool  cooperative   is   to  render  effective  and  efficient 
marketing  services   for   gro'Arers.      The    cooperative   must  analyze   many  problems 
in  order  to  render  progressively  better   services »      These   problems  are  not 
only  those   of  the   cooperative  as   such,   but  also  those   of  the    growers. 
Among  the  major  problems  are   those   of  risks   that   result  from  price   fluctu- 
ations.     Cooperatives   can  deal  with  these   price   risks,   to  an  extent,   through 
such  procedures  as   poolings    orderly  marketing,    and  forv/ard  selling   (selling 
Wool  they  have  not  yet   obtained). 

Cooperatives   can  also  use   futures  markets,    under   some  conditions,    in 
dealing  AiVith  price  risks.      These  markets  are   essentially  auctions  where  you 
sell  or    buy  futures   —  that   is,    contracts  for  a  certain  amount   of  a   commod- 
ity for  delivery  at   some   future  date.      The   only  wool  and  wool  top  futures 
market   in  the   United   States   i&   the  Yifool  Associates   of  the   New  York  Cotton 
Exchange,    Inc.,   New  York  City, 

Futures  markets  are   of  more   potential   importance   to  v/ool  cooperatives 
under  a  free  and   competitive  market  than  under  a  flat-floor  Government 
support  program. 

The   grower  must   inevitably  carry  the   price   risk  on  his  wool  for    longer 
or   shorter   periods  and  may  therefore  be   considered  to  be  a   speculator ^    at 
least   in  the  broadest  meaning  of  the  word.      One   of  the   cooperative's  many 
functions    is  to  provide    information  and   services   to  grower  members   so  that 
they  can  do  a  more   intelligent  job   of  carrying,  minimizing,    or  unburdening 
themselves   of  the   price  risks   on  their  wool* 

The  cooperative   can  help  the   grower   carry  the   price  risk  by: 
(l)     Offering  a   straight   storage   service;    (2)  handling  the  wool   on  consign- 
ment for  sale   at   some    later  date   on  a   hoped-for  more   favorable   market; 
(3)   selling  the  y/ool  for   the   grower  and  buying  futures   contracts   for  the 
members'    account  when  it   is   believed  that   the   chances  are   good   for   futures 
prices  rising  relatively  more  than  the   prices    of  actual  wool   —   in  other 
words^    carrying  the    price  risk  in  futures   rather  than   in  actual  wool. 

The   cooperative   can  minimize  a  grov/er's   price  risk  on   consigned  wool 
by  selling  futures   to  obtain  a  measure   of   protection  against   losses  from 
severe   price  declines,      Hov;ever,    selling   futures   for   the   grower   to  minimize 
his   price  risk  precludes  the   grower  from  any   large   gains   that  might  be  had 
if  prices   should  rise. 

The   cooperative   can  eliminate  the   grower's   price  risk  on  wool  simply  by 
selling  it   for  the    grower   if   it   is  being  handled   on  consignment.      The   con- 
signed wool  may  be   sold  either  before    or  after   shearing  —    on  a   grease  weight 
or   clean-weight  basis,    on  a   grade -b /-grade  basis,    or  the  entire    lot  as   such. 
The   cooperative  can  also  eliminate  the    groxver' s   price  risk  by  buying  the 
wool  from  him. 
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Wool  cooperatives   have  handled  most   of-  their  volume   on  consignment. 
Although  the   grov/er   consignors   have  borne   the   price   rislis   on  these   con- 
signed wools,    the   cooperatives   have  made   some  advance    loans   on  consigned 
wool  that  have  turned  .out  to  be   uncollectible  overadvances  after   price  de- 
clines-     Cooperatives  may  sometimes  use   futures  market  prices  as  a   guide 
for  determining  a   safe   lovel  for  making  com-nodity  advances.     A  cooperative 
may  also  sometimes   sell   futures  as  a  hedge   to  prevent   its   advances  from 
becoming  overadvances. 

Cooperatives  have   taken  a  price  risk  on  purchased  but  unsold  wool^    or 
by  making  high  guaranteed  advances    on  the  wool.      They  have   made   most   of  the 
purchases   to  fill  specific   forv/ard   sales.     However,    it   is   practically     im- 
possible  to  match  the  volume  of   purchases  v/ith  the   volume   of  forward  sales 
on  a   grade-by-grade  basis.     A  cooperative   can-  minimize    its   price  risk  on 
purchased  but  unsold  wool  by  short  hedging   in  the    futures  market.     A  short 
hedger  sells   futures  when  he  buys  v/ool.      Then  v;hen  he   sells   the  wool,    he 
buys  back  futures. 

A  cooperative  also  bears   the  price  risk  on  forv/ard   sold  but  unpurchased 
wool.      It   is    impossible   to  exactly  match  the   time   of   making  a  forward  sale 
and  the    time    of   purchasing  the   required  wool.     A  cooperative   can  minimize 
its   price   risk  on  forv/ard   sold  but  unpurchased  wool  by   long  hedging  in  the 
futures  market,      A   long  hedger   sells  wool  he   does  not  have   and  buys   futures, 
Yifhen  he  buys   the  v;ool.    he   sells   the    futures. 

Wool  cooperatives   can   obtain  a  measure   of  credit   protection  by  selling 
wool    "on  call"  to  manufacturers,   and   short  hedging  the  wool   in  the  futures 
market.      Selling    "on  call"  means   selling  the  basis    (the  difference  between 
the  actual  v/ool  price   and   the   price   of   the   futures;  at  a   specified  amount 
above   or   below  that   of   a  designated  future. 

Use   of   futures  by   cooperative  wool  marketing  associations  may  appear 
to  be  relatively  simple   on  the   surface.      The  mechanics    of   short  hedging, 
for  example,   are  quite   simple  but  the   problems    in  deciding  when  and  ho\f  to 
hedge   require   sound  and  keen  judgment  based  on  knowledge   of  a  v/hole  host 
of  factors.      Some   of   these   factors  are   presented  briefly   in  this  report. 
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ACTUAL  AND  FUTURES  ivlARKETS 


A  futures  contract  is  an  agreement  wherein  one  agrees  to  sell,  or  agrees 
to  buy  a  stipulated  amount  of  a  given  commodity  for  delivery  during  a  speci- 
fied future  period  of  time.  Brokers  execute  futures  contracts  for  the  trad- 
ers in  accordance  with  rules  and  regulations  of  an  organized  exchange  or 
board  of  trade.   The  seller  and  buyer  are  unknc^vn,  one  to  the  other.   The 
owner  of  a  contract  may  cancel  out  his  futures  position  simply  by  having 
his  broker  sell  the  contract.   A  futures  market  is  essentially  an  auction 
at  v/hich  futures  contracts  are  traded. 


The  cwner  of  a  'sell"  contract  is  "short".   The  owner  of  a  '*buy'*  C( 
tract  is  "long''.  A  short  loses  if  the  price  of  the  future  rises  betweei 
the  time  he  takes  the  short  position  in  the  market  and  the  time  when  he 
cancels  ('covers"  in  the  case  of  a  short;  that  position.   If  futures  go 
down  the  short  profits  on  the  futures  market.  A  long  profits  when  futures 
go  up  and  he  "liquidates*;  loses  v;hen  futures  go  dc 
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■^   "lo^o'*  speculator    "buys'*  futures  v;ith  the   hope  that   the  price    of  his 
contract  will  rise.      He   buys  December  wool    (called  the   Decemoer    "option"), 
for  exaiTiple,    in  July;   and    "liquidates"  his    "long'  position   in  say  October. 
If  December  wool  is  higher  when  he   liquidates   he  will  realize  a   profitj    if 
lower  he  will   lose.      Long  speculators   seldom  take  delivery  on  wool  called 
for   in   futures   contracts  but   liquids.te   their   futures   instead. 

A   "short"  speculator    "sells'*  futures  with  the  hope   of   later   "covering" 
his  position  ivith  a   profit.      He   profits  when   futures   prices   go  dovm;    loses 
when  they  go  up. 

A   "straddler"  or    "spreader"  is  a   speculator  who  simultaneously   "buys" 
one   future   or    "option"  and    "sells"  another  future   or   option  v/ith  the   hope 
of   later  being  able   to  simultaneously   liquidate  and   cover  his   equal  and 
opposite   positions  with  a  profit.   2/ 

Straddlers  or  spreaders  may  "straddle"'  or  "spread"  different  futures  or 
options  in  the  same  exchangOj  between  different  exchanges,  or  even  different 
commodities.  They  may,  for  example,  straddle  May  and  October  wool,  December 
wool  and  March  wool  tops,    or  S/krch  New  York  wool  and  May  London  wool  tops. 

"Scalpers"  are  speculators  who  attempt  to  profit  through  short-term 
fluctuations  in  futures  prices.  They  usually  wind  up  a  day's  operations 
without  a  net   long  or  short  position, 

"Hedgers "'  trade   in  futures   for  an  entirely  different  purpose   from  that 
of  the   speculators.      Hedging  operations  are   carried   out  v;ifch  the    idea   in 
mind  of   obtaining  protection  against   loss  from  future   price   changes,      Hedg- 
ers  operate   in  both  the   spot   or  actuals    (that   is,   buying  and   selling  the 
wool  itself;  and  the  futures  markets. 

Hedging  is  a  procedure  for   obtaining  a  measure   of  prbtection  against 
losses  from  price   changes   in  actual  commodity  by  taking  equal  and   opposite 
positions    in   "actuals"  and  futures.      The    idea   is   that   losses   in  actuals 
should  be   offset,    at   least   in   part,    by  gains   in  futures.   '  Hedgers   expect 
gains   in  actuals   to  be   offset,   at   least    in  part,    by   losses    in  futures. 


2/      If  a   straddler  believed  that   October  wool  vj-as    low  relative   to  December 
wool J   he  would  buy   October   and  sell  December-      If  he   guessed  right  and  the 
spread    changed  as   predicted,    he  would  sell   October  and   simultaneously  buy 
December,      The   follciving  illustrates  a   2-cent   gross   profit    in  spread  before 
paying  brokerage   fees: 

Date  Action 

August   20     Buy  October  ®       ^1.50  per  pound  and  sell   December   @  4pl,48  per 

pound 
August  25     Sell  October   ®     Jl.60  per   pound  and  buy  December   @     •■^1.56  per 

^ pound 

Profit  ^0.10  Loss  $0.08 
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There   are   tv/o   types   of  Hedgers    (l).  short  hedgers,    and    (2)   long  hedgers. 

The   short  hedger    ov/ns,    or    is   about   to   buy^    a  commodity  on  which  he 
v/ants   to  minimize   t?.e    price-risl-c^      He   therefore    sells   futures    in  quantity 
matching  as   nearly  as   possible   that  of  the   actual  couL'.iodity c       ;hen  the    short 
hedgsr   sells   the   actual   cominodity^    he   covers    (buys   back;   his    futures t   zJ 
However,    if  the    corn/aodity   is  deliverable  according  to   grade   and  volume _,    he 
may  fulfill  his   futures   obligations   by  delivering   in  accordance  with  the 
rules   of  the   exchange.      Short  hedgers   seldom  deliver   the   actual  physical 
commodity  but   cover  their  futures    instead. 

A   long  hedger  may  be   a  middleman    (but   not  a   grower  unless   he  also    is 
a  dealer)  who  has    fonvard   sold,    at  a  fixed   price,    a   commodity  v/hich  ha  does 
not  yet   ov.'n,    and  has    "bought"  futures    (taken  a   long  position   in  futures)  to 
obtain  protection  against   losses   that   he  may  sustain i?  prices   of  the   actual 
commodity  should  rise  before   he   purchases   the   commodity  called  for   in  his 
forv/ard   sales   contract,      ;ihen  the    long  hedger   purchases    the   required  commod- 
ity he    liquidates  his    long  futures   position,   £/      Long  hedgers   seldom  take 
delivery  in  fulfilment   of  their   futures   contracts. 

If  e  grov/er  should  buy  futures  when  he  sells  his  wool,  he  would  simply 
be  sivitching  from  a  long  position  in  actual  wool  to  a  long  .speculative  pos- 
ition  in  futures n 

It   is    important  for    hedgers   to  understand  the   relationships   of  prices 
of  futures  and    the    prices    of  actuals.      By  a   like   token   it   is   quite    import- 
ant that  the   owner    of  a   commodity  understand   these   relationships    if  he  an- 
ticipates  selling  actuals  and   shifting  to  a    long  speculative  position  in 
futures w      The   relationship  of   spot   or  actual  prices   to  futures   prices    is 
measured   in   terms   of  basis  a 

The    "basis,"   is   the   difference  betv/een  the   price   of  a   given  futures 
option  and  the   price   for   the  actual  commodity.      The  basis    is    "on"  v;hen  the 
price   of  the   actual  commodity  is   higher  than  the   price   of  the    future.      The 
basis    is    "off*  when  the   actual  price    is    lov/er   than  the   price   of  the  future. 
The  basis   can  be  reckoned   for  each  quality  or   lot  of  commodity  for  each 
future   or   ontion. 


ZJ     Following   is  a   simplified  example   of   a   short  hedge. 
Date   \  Actions 

May   10     Buy     v/ool  @  vl,50  and   sell   October   futures   @  vlo40 

Dec.    5      Sell  wool  ®  *1^60_  and  buy     October   futures   @  ^\-^0_ 

Profit   on  spots   -   ^OdO     -      Loss   on  futures   -  i^O.lO 

"hj     Follovifing   is   a   simplified  example   of  a   long  hedge. 

Date  Actions 

Iferch  5     Forv/ard   sell  wool  for  April  delivery  ©  ipl.40  and  buy  July  wool 

futures   @  ^1.45 
March  21  Buy  required  wool  @  #1,45  and   sell   July  wool 

fut_ur es   @  $1.50 

Less   on  actuals   -  ®  sj>0  =  06   Profit   on 

futures       $0.05 
-  4  - 


Basis  usually  does  not  fluctuate  as  much  as  do  spot  prices  in  "broad 
price  movements.   In  other  words,  spot  and  futures  prices  tend  to  go  up  and 
down  together  especially  in  the  larger  price  fluctuations.   However,  spots 
and  futures  do  not  move  up  and  down  together  in  perfect  correlation*   The 
hedger,  therefore,  takes  on  a  time  risk  in  basis.   The  hedger  is  primarily 
concerned  with  fluctuations  in  basis  and,  therefore ^  in  basis  risk.  He  is 
only  secondarily  concerned  v/ith  price  changes  for  the  actual  commodity. 

The  basis  is  "high"  when  the  actual  price  is  high  in  relation  to  the 
price  of  a  given  future.   The  basis  is  "low"  v/hen  tho  actual  price  is  low 
in  relation  to  the  price  of  a  given  future.  A  high  basis  is  a  favorable 
selling  basis*  A  low  basis  is  a  favorable  buying  basis. 

When  the  basis  is  high,  or  predicted  to  go  lower,  the  hedger  considers 
it  a  favorable  time  for  selling  wool.   The  long  hedger  sells  forward  on 
wool  he  does  not  yet  own  and  buys  futures  -  then  sells  the  futures  when  he 
buys  the  required  wool.   The  short  hedger  sells  the  wool  and  covers  (buys 
back)  the  futures  that  he  sold  when  he  originally  bought  the  wool.   Large 
wool  growers  who  want  to  maintain  a  long  position  might  find  it  profitable 
to  shift  from  a  long  position  in  wool  to  a  long  position  in  futures  by 
selling  wool  and  buying' futures  v;hen  the  basis  is  high.   "On-call"  sales, 
whereby  the  basis  is  sold,  are  considered  good  business  when  the  basis  is 
highc 

Vj'hen  the  basis  is  lov/,  or  predicted  to  go  higher,  it  is  then  considered 
a  favorable  time  for  the  hedger  to  buy  "«vool.   The  long  hedger  buys  the  re- 
quired wool  and  liquidates  his  futures.   The  short  hedger  buys  wool  and  sells 
futures.   The  hedging  wool  grov/er  sells  futures  and  keeps  his  wool  for  sale 
at  a  later  date^   "on-call'*  purchases  are  considered  good  business  when  the 
basis  is  low. 

The  problems  of  hedging,  or  shifting  from  a  speculative  position  in 
actuals  to  a  speculative  position  in  futures,  are  largely  those  of  predict- 
ing changes  in  basis.  Basis  risks  are  not  lii;ely  to  be  as  great  as  price 
risks.  However,  basis  risks  are  all  important  to  the  hedgei-,,  No  sure-fire 
formula  has  been,  or  is  likely  to  be  developed  for  predict:  ng  chauges  in 
basis>   Good  judgment  based  on  experience  and  fpctual  knowledge  is  required 
foi  predicting  changes  in  basis.   Predicting  changes  in  basis  c&natitutes 
the  heart  of  hedging  operations.   The  hedger* s  selling  basis  must  be  higher 
than  his  buying  basis  plus  all  costs  and  taxes  of  doing  business,  if  he  is 
to  realize  an  income.   The  hed^^er  can  hedge  only  that  portion  of  his  wool 
that  is  offset  in  volume  by  futures  contracts  --  he  is  speculating  on  the 
difference  in  volume  between  that  specified  in  his  futures  contracts  and  in 
actual  commodity  or  forivard  sales. 

There  never  will  be  a  "perfect"  futures  market  for  hedging  wool;  that 
is,  one  in  which  there  would  be  no  basis  risks  because  of  spots  and  futures 
moving  up  and  dcvm  tcj^;ether  in  perfect  correlation.  Perfect  hedging  in 
fut-ares  never  will  e^H.st  because  prices  of  different  grades  of  wool  do  not, 
and  v/ii?.  not- move  up  and  down  together  in  perfect  correlation,  and  because 
of  imperfect  competition. 
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"^  ^  "troad"  futures  market  there  are  many  financially  able  traders  of 
all  classifications  -  long  speculators,  short  speculators, .straddlers,  scal- 
pers, long  hedgers  and  short  hedgers.   In  a  "thin"  futures  market  there  is 
less  buying  and  selling  strength  or  competition  'among~the  traders^  .. 

A  broad  futures  market  is  able  to  quickly  absorb  heavy  sell  and/or  buy 
orders  with  minimum  effect  on  prices.  Heavy  sell  orders  are  likely  to  sev- 
erely depress  prices  in  a  thin  market  while  heavy  buy  orders  are  likely  to 
vuiduly  raise  futures  prices c   The  breadth  of  a  futures  market  changes  from 
time  to  time^  '. 

The  right  of  traders  in  futures  contracts  to  deliver,  or  demand  deliv- 
ery, is  the  prime  force  tending  to  keep  spot  and  futures  prices  in  alignment. 
However,  there  are  also  forces  that  tend  to  keep  these  prices  from  moving  up 
and  down  together. 

If  all  wool  were  of  the  same  grade  and  quality. we  would  probably  find 
little  difference  bet^jveen  the  prices  of  spots  and  nearby  or  current  futures. 
Hov/ever,  there  are  numerous  grades  and  qualities  of  wool  for  which  prices  do 
not  move  up  and  dovm  together  in  perfect  correlation.   The  seller  in  a  fut- 
ures contract  can  deliver  any  grade  or  quality  that  is  equal  to  or  better 
than  minimum  specif  ication.s  of  the  exchange  .   The  exchange  specifies  prem- 
iums and  discounts^  as  appraised  by  exchange  appraisers,  for  the  various 
grades  and  qualities.   These  standard  premiums  and  discounts  are  not  always 
in  alignment  with  spot  market  prices.   There  is  thus  a  strong  tendency  for 
the  seller  in  a  futures  contract  to  deliver  the...  cheapest  deliverable  grade  - 
premiums  and  discounts  considered. 

The  buyer  in  a  futures  contract  does  not  knoii;  what  grade  or  quality  of 
wool  will  be  delivered  to  him  when  and  if  he  holds  his  contract  until  a 
transferable  notice  is  passed  to  him.   There  is,  therefore,  a  strong  tenden- 
cy for  long  hedgers  to  liquidate  their  futures  before  they  receive  transfer- 
able notices.   The  transferable  notice  probably  would  not  fit  the  require- 
ments set  forth  in  the  long  hedgers'  forward  sales » 

Short  hedgers  usually  find  it  more  profitable  to  sell  their  hedged  wool 

in  the  spot  market  and  cover  their  futures  than  to  make  delivery^   Long 

hedgers  usually  must  depend  on  the  spot  market  for  obtaining  the  wool  re- 
quired in  their  forward  sales o 

Speculating  v;ool  dealers  or  manufacturers  are  most  likely  to  take 
de livery r   Speculators  from  outside  the  v/ool  trade  are  not  likely  to  take 
delivery,   Hov/ever,  it  is  possible  for  the  longs  in  a  futures  market  to 
maintain  their  position  long  enough  to  "squeeze"  the  short  speculators  and 
short  hedgers  into  either  covering  their  futures  or  making  delivery. 
"Squeezes"  are  characterized  by,  rising  futures  prices  -  sometimes  making 
it  profitable  for  a  short  hedger  to  make  delivery.   If  a  squeeze  really  gets 
serious;  that  is,  forcing  prices  of  both  spots  and  futures  above' a  level 
justified  by  supply  and  deiiand,  it  is  then  known  as  a  "corner".  Squeezing 
and  cornering  are  really  difficult  and  risky  operations.   Concarted  and 
strong  efforts  on  the  part  of  shorts  in  issuing  transferable  notices 
(notices  of  intent  to  deliver)  are  likely  to  depress  futures  prices*  All 
in  all,  from  the  standpoint  of  the  hedger,  it  is  desirable  to  have  a  broad 
futures  market. 
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Futures   prices   cannot   lortg- stay  above  spot  prices^ by  an  amount   greater 
than  carrying  charges   plus  brok€^i*agQ  and  delivery,  fees,   because    one  would 
simply  have    to  buy  deliverable  grades    of  wool,    simultaneously  sell  futures, 
and  later  make  delivery  to  assure- himself  a  profit. 

The   price    of   distant   futures  cannot    long  remain  higher  than  nearby 
futures   by,  an  amiiplint'  greater  than  carrying,  costs  because   the   trader   could 
then  assure  himself  a' prof  it  by  simultaneously  buying  nearby  and  selling 
distant  futures   -  take  delivery  on  the  nearby  -  keep   it   in  storage  and  then 
make  delivery  when  the  distant   futures  mature.  .;, 

Distant  futures  within  a   given  crop  year,  for   commodities   such  as   cotton,, 
corn,    and  wheat  -  with  rather  definite   crop  years   -  normally  tend  to  be 
higher   than  the  nearby  by  the   amount   of  carrying  coqts.      However,  wool   is 
shorn  during  all  months    in  different   parts   of  the  world  and   offered  at 
auction  during  most  month's.      Nearby  wool  and. 'Wool- top  futures   have  usually 
been  higher  priced  than- the  distant   futures,     a  futures  market   is    "inverted" 
when  distant  options  are  lower  than  the  nearby ^ 

VfOOL  ASSOCIATES  OF  THE  NEIT  YORK  COTTON  EXCHANGE 

The  Wool  Associates   of  the  Nexv  York  Cotton  Exchange;    Inc.,   60  Beaver 
Street,   Ne^v  York  City    (hereinafter  abbreviated  YifAWYCS)  operate  the   only  v/ool 
and  wool  top  futures  market   in  the  United   States.     Foreign  wool  top  futures 
markets  are  in  London,   England;  Antxverp,   Belgium;   and  Roubaix-Tourcpuringj 
France. 

Trading   in  v/ool-top  futures   by  WANYCE  began   on  i/ay   13,    1931,   and   in 
grease-wool  futures   on  March   17,    1941.      The   function  of  the   exchange   is   to 
provide  facilities,    rules  and  regulations,   and  services   for  trading   in 
futures    contracts t      Trading   in  futures   is  by   open  outcry  of  bids  and   offers 
made   by  floor  brokers  assembled  around  the    "wool  table''  on, the   19th  floor 
of  the  Cotton  Exchange  Building.      The   hours    of  trading  are:      grease  wool 
from  10:10  A.M.   to  2:40  PcM. ;   tops   from  10:20  A.M.   to  2:50  PaMc,  Mondays 
through  Fridays,   holidays   excluded, 

A  top  contract   is    for   5,000  pounds,   net  conditioned    (clean  basis) 
weight;    a  grease  wool  contract   for   6,000  pounds^    clean  basis.     Active 
delivery  months  are  March,   May,   July,    October  and  December,      Transactions 
in  the   futures   can  be  made   for  up  to   18   months    in  the   future. 

The   contract,    par  or   standard  1/    for   top  used  for   trading  in  the   futures 
market   is   a  64' s  top   of  average    length  and  color.      From  this   contract  stand- 
ardj   VJANYCE  computes   premiums   and  discounts  depending  on  the   quality  of  the 
tops   that  are   certificated  as   eligible   for  delivery.      For  example,    the  Ex- 
change allows  a  maximum  discount  of   16  percent  under   the   price   shovm  on  the 
futures   contract  for    the   lowest  deliverable   grade    (58' s   tops   of   strictly 
full  staple   length).      Tops   that  are   superior   to  the   contract  standard  are 
allowed  up  to  4  percent   premium  over  the  pr ice   s hown  on  the   futures   contract . 
4/     See    '^Contract  Valuations   on  the   Now  York  licol  Exchange'*,    published  by 
Wool  Associates   of  the   New  York  Cotton  Exchange^    Inc-, ,   for  more  exact   in- 
formation on  specifications  and  methods  for   computing  premiums  and  discounts 
charges  and  commissions;  and  for  methods  of  certification,   delivering,  and 
receiving, 
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The   par   grade   for    grease  wool  is   64' s  virith  an  average   stretched   length 
of  2t4   inches.      Premiums   up  to   6   percent  are   allowed   for   superior  wools. 
Discounts   up  to  6   percent  are   taken  for  a   SO' s  viool   of   2.5   inches,  which  is 
the   lowest  deliverable   classification.     Premiums  and  discounts  up- to   11  per- 
cent will   oe  alloxved,    or  taken^    starting  with  the   October    1954  contract. 

The   seller  has   the    option   of  delivering  any  classification  of  tops   or 
grease  wool  that   has  been  appraised  and   certif iceited  by  WAOTCE.      Tops  must 
have   been  combed  by  approved   combers.     All  deliveries  must  be  made  from 
Vu'aKYCE  approved  warehouses    in  the  Boston  area. 

Tr-ading  in   top  futures   is    subject  to  regulations   issued  by  the  Commoditj'- 
Exchange  Authority,    in  accordance  v^ith  the   Commodity  Exchange  Act.      Trading 
in  vfool   futures   is  not  subject  to  these   regulations. 

The  nonraember  commission  for  a   round  turn   (sale  and   cover,    orj   purchase 
and    liquidate)    is  ■i;40  per   contract;   member  rates  are   ^20.      Nonmember   straddle 
commission   is  ^12 j  members  >i?6«50.      "Spot"  service   fees  are   charges  for  del- 
ivering ari.d/or  receivin^^   in  fulfillment   of  futures    contracts  at  ^15  per 
contract  for  each  side  v;hsn  no  taking  up,    handling,    or   financing  is  done  by 
the  iramber   cormnission  hcvfie    or   broker. 

VJAKYCE   issues  a   loose  -i'eaf  book,    "By-Law^  and  Rulrs    -  Fool  Apsociates 
of  the   New  York  Cotton  Er-hp^Tge^    Inc  • '''     TIis   rules   are   elaborr.is  a-'.d  detailed* 
Sales  and   purchases   of   fu!:uie?    contracts  ene  made    in  aocc.^ur.nce  v/i-;.h  these 
rules.     Any  person  conteniplating  much  use   of  futures   for  hedging  snould  studj 
and  understand  the   pertinent  provisions  set   forth   in  this  manual. 


Volrne   of   Tr-ading  and   Open   Intr-rest 

The  volume    of  trad'^r.g  is    increased  every  time  a  fv.ture   is   traded  and 
is  an  indn.cator   of  activity  in  futures   tradj.ngc      Since   purchases  always 
equal  sales,    only  one   side    of  the   transaction  is   used   in  computing  the 
volume   of  trading. 

Open  contracts,    or   open   interest,   are   the   total   of   all   futures   contracts 
which  have  been  entered    into  and   not  yet   offset.      Short   interest  always 
equals    long  interest. 

A  trader,   vjhether    speculator   or  hedger,   may  sell  and  buy  futures  many 
times  and  maintain  only  a   small   open  position.      Volume   of  trading  in  wheat 
futures^    for   example^   was   over   20  times  as   great  as   production  during  the 
year  beginning   in  July   1929. 

Table    1  shows   volume  of  trading,   open   interest  and  deliveries   bylVANYCE. 

0hji.rt      1  shov/s   the   volume   of  trading  in  futures   by  TjANYCE  for  ivool  and 
tops,    1948-53.      .  Ghi'j't   2   shov.s  the  monthly  average    open   commitments    in 
futures   for  wool  and  tops,    1948-53. 


Table   1.-     Volume  of  trading,    open   interest,   arid  deliveries  by  WA1\IYCE 


Year 

Volume   of   Trading 
(Yearly  Total)       .    , 

Open  Interest 
(Mean   of  monthly  averages) 

Deliveries 
(Yearly  Total) 

i 
Tops         Y»'ool 

Total 

! 
Tops      I      Wool            Total 

Tops           IVool 

1,000  pounds 


1938 

73,645 

.  -  , 

-    . 

— 

— 

- 

2,820 

- 

1939 

119,880 

- 

- 

7,770 

- 

- 

840 

- 

1940 

161,280 

- 

- 

10,075 

- 

- 

2,260 

- 

1941 

84,985 

28,188 

113,173 

6.025 

2,868 

8,893 

1,835 

1,548 

1942 

36,305 

6,684 

42,989 

3,555 

588 

4,143 

2,195 

378 

1943 

36,870 

2,838 

39,708 

3,805 

512 

4,117 

1,445 

108 

1944 

47,105 

6,558 

53,663 

4,880 

684 

5,564 

455 

300 

1945 

38,755 

13,974 

52,729 

5,285 

2,004 

7,289 

120 

354 

1946 

20,720 

23,742 

44,462 

4,740 

5,016 

9,756 

185 

1,404 

1947 

24,345 

34,374 

58,719 

4,265 

4,860 

9,125 

1,250 

1,296 

1948 

42,065 

40,122 

82,187 

4,740 

4,272 

9,012 

1,875 

894 

1949 

48,315 

36,600 

84,915 

4,960 

3,288 

8,248 

750 

1,092 

1950 

78,015 

58,941 

134,956 

5,695 

3,702 

9,397 

1,690 

1,002 

1951 

119,345 

194,280 

313,625  . 

8,330 

11,760 

20,090 

.   2,615 

2,268 

1952 

169,845 

245,808 

415,653 

19,128 

20,340 

39,468 

4,440 

3,642 

1953 

111,365 

109,374 

220,739 

15,328. 

9,366 

24,694 

2,975 

2,658 

Source:     Data  published  by  WAWCE. 
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It   is  difficult   to  predict  hoTv  much  volume   of  trading,    open  interest 
and  deliveries   there  will  be   in  the   future.     i"Iuch  will  depend  on  such 
factors  as  war  or  peace,    support   programs  and  price   ceilings,    international 
trade  agreements  and   tariffs.      There  probably  will  be  an  expansion  of 
trading  volume  and   open  interest   if  prices   of  domestic  and  foreign  wool  are 
allowed  to   fluctuate  with  supply  and  demand. 

Only  a   small  percentage   of  the   stocks   of  apparel  vrool  have  been  hedged. 
The   smallest   post-war   stock  in  the   United  States  was   123  million  pounds, 
scoured  basis  as   of  March  1,    1951, 

.Violent   price  movements    of  1950  and   1951  probably  account  for   some  of 
the    increased  activity  by  WAKYCE  during   1952, 

Table   2   shows   the    open  -position  of  different   classes    of  traders    in 
top  futures   on  Vi[Ai\iYCii) , 

Table   2,-     Average    long  3jad   short   commitments   of  reporting  _/    and  nonreport- 
ing  traders    in  v^rool  top   futures    on  WAlvjYCE 


Year 

ning 
1 

Nonrepor 

ting 

Reportir 

ig  traders 

Begin 

Long 

Short 

opeci 

ilative 

Spree 

amg 

Hedg 

ing 

July 

Long 

Siiort 

Long 

Short 

Long 

Short 

2,405 

1,609 

1000 

pounds 

8 

8 

588 

1947 

1,074 

0 

2,458 

1948 

3, 366 

2,537 

1,551 

277 

152 

152 

478 

2,581 

1949 

3,454 

2,009 

347 

92 

203 

203 

758 

2,458 

1950 

5,262 

3,141 

44 

140 

66 

66 

600 

2,625 

1951 

9,411 

4,269' 

1,022 

40 

800 

800 

2,466 

8,590 

Based   on  d?ta   compiled  by  the   Commodity  Exchange  Authority  by  semimonthly 
intervals  and   published   in  -   "Commodity  Futures   Statistics."        


1/     Any  trader  whose   position  in  one  wool   top  future  repches   125,000   lbs.    is 
required   to   report  daily  all  his   trades   and   positions    (long  or   short  and 
speculative   or  hedging  and/or   spreading)  to  the   Commodity  Exchange  Authority. 
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Ollart      3  shov;s   the   open  position  of  reporting  traders  at  semimonthly 
intervals.      There  was   some  tendency  for  the  reporting  large    long-hedging 
positions   to  move   opposite   to  that   of  reporting  short  hedging.      The  period 
was   short  and  tjr^e    long-hedging  coraraitraents  Y;e.re   small.      It   is   possible   that 
a  few  firms  could   have  caused  much  of  the   variation   in  hedging  cominitments 
in  tops*  . 

Reporting  short  speculators   held   only  small . positions  during  the  period 
shown  in  Ghaat     3,      The  rapid  rise   in  their   commitments  during  February  and 
March   1949  occurred  at  the   same   time  as  the   sharp  drop  in  the  positions  of 
large   long  speculators. 

Commodity  Exchange  Authority  made   the  following  repprt  concerning  a 
break  in  top  futures  prices   on  March  16  and    17,.  1949:  ^'  .. 

•'*In  view  of  the   abrupt  break  in  wool-top  futures   prices  of 
approximately   11  cents  a  pound   on  ivlarch  ,16  and   17,    194.9,    a 
special  survey  was  made   by  CEA  of  all  transactions  and  positions 
of  traders   in  the  market   on  those  dates.      The    survey  showed  that 
the  market  had  great  difficulty   in  absorbing  the    liquidation  of 
heavy  speculative    lines  v/hich  had  been  built  up    over   the   preceding 
months  by  two   large   speculators »      The  hasty  selling  out   of   their 
positions  v;as  the    principal  factor   in  the   break  in  prices. 

The   survey  showed  that  the   total  number   of  traders   in  the  wool- 
top  futures  market  was   small*     As    of  Iiiarch  16  there  were   only 
208  traders  in  the  market,    the  accounts  of   144  being  reported 
as   speculative  and  64  as  hedging.  .         , 

:  Total   open  contracts   in  the  niar.ket  on  March   16  amounted  to 
.;       .5.,E95,000.  pounds ,      The   holdings   of  speculators  Were    3,375,000 
.jjounds   on  the    long  side  and  ,2, 710,000.  short,,  accounting  for   57.2 
percent  and  45.9   percent,    respectively,    of  the  total   long  and 
total  short   commitments.      The   speculative    interest  was    concen- 
trated  in  a   fevr  large  accounts,    four   large   speculators   holding 
55,9  percent   of  the   total  speculative   positions    long^   and    bwo 
large   speculators  holding  41„1  percent  of  the  total  short  specu- 
lative  interest.    •.,  •;.  ' 

The  accounts   reported  as   hedging  amounted  to   2,520,000  pounds 
long^   or  42<:8   percent   of   total  long  positions;   and   3^185,000 
povinds   short-,   or  54.1  percent   of  the   total  short   contracts. 
Residents   of  Massachusetts   and  Nevir  York  held  the    largest  pro- 
portions  of  both  speculative, and  hedging  accounts,'' 

It   is  unfortunate   that   complete   classification  data  are   not  available 
to  shov/  the  positions    of  all  classes  and  .types   of  traders   in  both  top  and 
wool  futures. 


5/    Report  of  the  Administrator  of  the  Commodity  Exchange  Authority  -   1949 
U.   S.   Department   of  Agriculture, 
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CHOOSDTG  OPTIONS  ..■•.•., 

Selecting  the  month  in  which  to  place  a  hedge   is    important  for  the 
hedgerr     Factors   to  consider   in  arriviag  at  the   decis   on  include   the   type 
of  position,    long  or   short,   estiraated  period  of  time     equired,   the   prices 
for  the  different   options   in  relation  to  one  another     .ad  predicted  changes 
in  relationships. 

CtSiaet-     4  shows  that  distant  futures   or  options  h  ve  almost   invariably 
been  priced   lower  than  the  nearby.      (When  distants  arv    lower  than  nearby  the 
market   is   inverted,) 

The  hedger  may,    for   example,   reckon  relative   valu   s   of  the   various 
options   for   a   long  hedge   as   follows;     March  $1,50|'  iviay   $1.49;    July  $1.48j 
and  October  $1.47.     He  may  place  an   order  with  hj  s  brol  ^r  to  buy  the   cheapest 
future  tl'iat  can  be  bought  according  to  the   foregoing  re   ative  values;   that 
is,    if  the  broker   can  buy  Is/lay  for  ;;jil.46  but  at  the   same    time  would  have   to 
pay  |1.46  for   July,    it  would  be   obvious   that  May  would  I  3   the   better  value. 

The   short  hedger  who.  buys  wool   in  May  might   figure   •  hat  he   should  be 
able   to  advantageously  merchandise   his  v/ool   in  the   spot  n  irket  before  Dec- 
ember.     The   simple&t  procedure  would  be   for  him  to  sell  L   cember  when  he 
buys   the  wool  and  then  cover  his   futures  vj-hen  he   sells   th     spots »      However, 
the  short  hedger   can  shift  from  one   future   to  another  by  <.  oncurrently  cover- 
ing one  future  and  selling  another »      The   short  hedger   is   i  aus  also  faced 
with  the  problem  of  reckoning  v/hich  option  is   most  favorab  '.e. 

ThQ  tendency  for   spot  v/ool  prices   to   be   closer  to  neai  by  than  the  dis- 
tant futures  prices  makes   the   problem  of  the   short  hedger   i  ore   difficult 
than  if  the    opposite   condition  should  prevail.      This  means    bhat  the    short 
hedger  must  be  able   to   purchase  wool  at  a   lovver   price   than   if  distant  fut-    • 
ures  were   higher  priced  than  the   nearby.     Hovvever,    this   problem  is   not  so 
difficult   if  the   short  hedger  has  a  rapid  turnover   of  stocks  and  his   pos- 
ition in  both  spots  and   futures   is   small. 


CHANGES   riJ  BASIS 

Week?t.y,   Monthly  and  Yearly  Changes 

Basis   changes   take   place   by  the  minute,    hour,   day,   week  and  month.      The 
changes  may  be    large   or  small  and  take   place   rapidly  or   slowly.      Futures 
prices   usually  show  greater  changes  v/ithin  short  periods   than  do   spot  prices. 

Futures   prices  are   limited  to  a  rise   or   fall  of   10  cents   a  day  by  WAITYCE 
Spot  prices  have  no  such  limitations,  .,|j 

Imperfect  knowledge  ,    imperfect   competition,   and   lack  of  alertness   in 
both  spot  and   futures  m'.rkets  are   the    causes   for  a  major  portion  of  the   fluc- 
tuations  in  basis   for  a:;   least  the   cheapest  deliverable   grades   of  tops  and 
grease  wools. 
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CHART    3 


LONG    AND    SHORT    COMMITMENTS    IN    WOOL  TOP  FUTURES 

BY    REPORTING    TRADERS 
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Charts  4  to  6F  trace  changes  in  basis  during  1948-53.  A  quick  look  at 
these  charts  shows  thut  there  has  been  a  considerable  amount  of  variation  in 
basis.  At  times,  basis  fluctuated  more  th^n  spot  prices,  especially  v/hen 
spot  prices  were  fairly  stable.  Basis  fluctuated  with  considerable  violence 
during  1950-51  but  not  as  much  as  spot  prices. 

The  interpretation  of  Charts  4  to  6F   can  be  made  in  only  broad  general 
terms  because  a  group  of  unmeasured  factors  do  not  show  their  effect  in  these 
charts.  An  exhaustive  analysis  would  include  daily  prices^  by  types,  of  both 
foreign  and  domestic  vi^ool,  volume  of  trading  in  spot  wool  and  tops,  and  tech- 
nical conditions  in  the  futures  market.   Daily  spot  price  data  have  not  been 
made  available^  and  a  high  proportion  of  the  v/eekly  prices  were  reported  as 
nominal.   The  futures  prices  used  in  Cho.rt  4  are  vjoekly  averages  while  those 
in  Charts  5  to  6F  are  weekend  closing  prices-  All  the  spot  price  data  used 
in  these  charts  are  bused  on  information  obtained  by  WANYGE  for  midweek 
periods.   The  time  lag  between  spot  and  futures  prices  in  Charts  5  to  6F 
accounts  for  some  of  the  charted  fluctuations.  No  'attempt  has  been  made  to 
completely  evaluate  the  accuracy  of  the  data  in  Charts  4  to  6F  and  it  is  not 
known  just  what  proportion  of  the  charted  changes  in  basis  are  due  to  lack 
of  comparability  of  spot  and  futures  prices.   It  is  obvious,  however,  that 
there  have  been  considerable  fluctuations  in  the  bases  for  different  grades, 
and  this  is  to  be  expected,  even  in  a  very  broad  market. 

It  has  been  pointed  out  that  hedgers  are  primarily  interested  in  basis. 
One  must  "be  on  top  of"  the  price  situation  in  both  the  spot  and  futures 
market  in  order  to  understand  the  factors  that  affect  brisis.   In  order  to 
competently  judge  whether  basis  is  favorable  for  buying,  for  selling,  or  for 
selling  or  buying  on  call,  it  is  necess-^ry  to  consider  a  host  of  factors 
that  cannot  be  presented  in  a  report  of  this  type.   The  problem,  in  its 
essence  J,  is  to  consider  and  predict  whether  the  wool  cun  be  hedged  v/ithcut 
basis  loss,  or  with  a  basis  profit.   Charts  4  to  6F  are  of  value  primarily 
in  giving  some  idea  of  what  has  been  a  high,  low,  or  average  basis . 

Commodity  Credit  Corporation  selling  prices  are  used  in  these  charts 
for  the  first  part  of  1948  up  to  the  sharp  rise  in  basis.   Most  of  the  CCC 
spot  wools  were  "shop  Vi/orn"  and  some  had  been  over-appraised.   This  accounts 
in  part  for  the  low  bases  shown  during  the  first  5  months  of  1943,   However, 
it  v;ould  probably  have  been  profitable  to  purchase  deliverable  grades  of  CCC 
spot  wools,  sell  offsetting  short-distance  futures  (hedges;  and  then  later 
in  the  year  to  sell  the  spots  and  cover  the  futures. 

The  bases  fluctuated  considerably  more  than  spot  prices  during  the  last 
7  months  of  1948,  all  of  1949,  and  the  first  3  months  of  1950.   The  bases 
for  most  grades  v^ere  at  relatively  high  levels  during  much  of  1949.   The 
buying  basis  was  favorable  during  January  and  February  1949 ,   This  means 
that  it  would  h^ive  been  profitable  to  buy  spots  either  from  inventories  or 
on  the  sheep's  backs,  sell  futures  '.nd  then  sell  the  spots  during  April, 
May  and  June  1949  :ind  simultaneously  cover  the  short  hedges.   The  bases  for 
Z/d   and  1/4  blood  territory  ivools  were  high  during  all  of  1949  except  Janu- 
ary and  Febru-<ry,   The  CCC  price  support  program  was  ^ctive  during  1949  and 
probably  helped  aocount  for  the  relatively  high  bases  during  much  of  that 
year.   "On  call**  s..le  of  spots  v/ould  have  been  good  business  during  the  high 
basis  periods  of  1949.   The  shifting  from  a  long  speculative  spot  position 
to  a  long  speculative  futures  position  would  also  have  been  profitable 
during  the  high-basis  periods  of  1949. 
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Tlrie  bases  did  not  reach  any  spectacularly  high  levels  during  1950  but 
did  reach  some  extremely  lov*  levels.   Spot  prices  started  on  a  fantastically 
rapid  rise  after  the  outbreak  of  the  Korean  Yfar  in  mid- 1950.   The  prices  of 
futures,  on  the  average,  rose  faster  than  the  prices  of  spots  with  the  re- 
sult that  bases  became  very  lov;,   niith  the  low  bases  prevailing  during  late 
1950  it  was  more  profitable  to  hold  a  long  speculative  position  in  spots 
than  in  futures.   There  were  times  during  this  period  when  a  short  hedger 
could  have  made  very  large  profits  simply  by  buying  deliverable  spots, 
selling  nearby  futures  and  then  delivering  on  these  futures. 

WANYCE  was  closed  during  February  and  ivkrch  1951  because  of  confusion 
over  Office  of  Price  Stabilization  regulations. 

Bases  fluctuated  violently  during  most  of  1951.  Buying  bases  were 
favorable  during  part  of  April  and  May  but  soon  shifted  to  highly  favorable 
selling  bases.  Hov;ever,  the  highly  favorable  selling  bases  shown  during 
mid-1951  are  based  on  nominal  spot  prices  (prices  asked  by  merchants  but  at 
v^rhich  only  very  small  quantities  could  be  sold;.  A  long  speculative  pos- 
ition in  futures  was  more  favorable  than  in  spots  during  the  period  of  high 
bases.  Bases  reached  some  lov;  levels  during  a  spurt  in  the  spot  market  in 
the  autumn  of  1951. 

During  1952  the  bases  showed  relatively  greater  fluctuations  than  spot 
prices  in  a  continued  dull  market. 

Daily  Fluctuations  in  Basis 

17ANYCE  regulations  allov;  the  prices  for  a  future  to  vary  within  a 
maximum  range  of  10  cents  per  pound  per  day,  and  the  price  is  not  allowed 
to  rise  or  fall  more  than  10  cents  above  or  belov;  the  closing  price  of  the 
previous  day. 

If  the  WANYCE  regulations  had  not  been  in  effect  there  v;ould  undoubtedly 
have  been  days  v;hen  futures  prices  would  have  risen  or  fallen  considerably 
more  than  10  cents  per  day. 

The  hour-by-hour  and  minute -by -minute  fluctuations  in  basis  are  import- 
ant to  the  hedger  in  placing  and  lifting  his  hedge.  Heavy  sell  orders  tend 
to  depress  while  heavy  buy  orders  tend  to  raise  futures  prices.   If  and  when 
a  futures  market  is  thin,  heavy  sell  or  buy  orders  might  not  be  executed 
even  at  minimum  or  maximum  advances  or  declines  permitted  under  WAIJYCE  rules. 
The  technical  condition  of  the  market  is  a  subject  of  constant  concern  to 
the  large  operators  in  futures  markets.   Careful  hedgers  take  the  condition 
of  the  market  into  consideration  v;hen  taking  their  opposite  positions  in  the 
spot  and  futures  market. 

An  exceptionally  fast  drop  in  futures  prices  is  demonstrated  by  a  seven- 
day  trading  period,  June  18,  1951,  through  June  26,  1951,  v;hen  October  wool 
dropped  from  ;;(>2^275  to  ^■1.695  per  pound.  Rises  of  almost  equally  exception- 
al proportions  have  also  taken  place  in  futures  prices.  < 
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By  Grade 

Spot  prices   of  the  different  grades   of  wool  do  not   fluctuate   up  and 
dovra  together   in  exactly  equal  amounts.      Tho   bases  for  the  different  grades, 
therefore,    do  not   go  up  and  down  together   in  equal  amounts,      Chcirta   6*'-  to  6F 
traced  the  bases   for   fivo   grades   of   Territory  wool  during  1948-52. 

The  bases   for   Territory   3/8  and  -^--Blood  combing  wools   indicate  that 
these   grades   could   have   been  hedged  as  well  as   the   deliverable    grades   if  the 
hedger   could  have    liquidated  pr  covered  his   futures   before   the   delivery 
period.      In  practical  operations   it   is    considered  desirable   for  a  short 
hedger  to  be    in  position  to  deliver   on  the   futures   contracts   if  that   is 
more  profitable   than  to  cover   his   futures,      Sviritching  a  short  hedge  to  more 
distant  futures    is  usually  costly  in  an   inverted  market. 

Thorough  hedgers,    if  they  do  decide   to  deliver,  will  attempt  to  deliver 
the   cheapest  deliverable   grade^    premiums   and  discounts    considered.      The 
cheapest  deliverable   grade   is    sometimes   called  the    "skin"  grade,   especially 
in  the    grain  trade c     Futures  prices   in  a  broad  market   tend  to  correlate  most 
closely  with  the   cheapest  deliverable   grade.      Superior   grades  sometimes 
become  abnormally,  high  in  spot  markets  relative   to  futures  even  in  a  broad 
futures  market. 

There   are  wide  ranges   in  value  and  quality  within  a   given   grade   of  wool. 
The  basis    line   for  Fine   Staple   in  Cli^t  6/:,    for   example,    is   only  an  average 
that  might  represent   clefm  prices  r'^nging  from  more   than   10  cents  below  to 
over   10  cents  above   this    line.      The  hedger  must  take    into. consideration  the 
value   of  each   lot   of  wool   in  calculating  basis. 

The  bases  for  Fleece  v/ools  would  be   similar,   but  not  equal,    to  those 
for   Territory  wools.     Medium  and  coarse   Fleece  wools   generally  sell  for   less 
than  Territory  wools  of  the    same   fineness, 

Ch.".rt      5   shows   spot  prices   and  bases   on  current   or  nearby  futures   for 
Fine  French  Territory  wool  for   1948?52.     Fine  French  Territory  is  very  near 
the    ''par"  grade. 

SPREAD  BETVVEEN  WOOL  AND   TOP  FUTURES 

¥/ool  or  tops  can  be  hedged,  in  either  wool  futures  or  in  top  futures. 
The  thorough  hedger  villi  c?ioose  the  future,  either  tops  or  wool,  in  which 
his  chances  for  making  a  basis  profit  are  best. 

Chart     7      shows  the    1949-53  spread   between  top  and  wool  futures   for 
the  nearby  months . 

Prices   of  wool  and  wool  top  usually  move   up  and  down  together    in  broad 
price  movements  because  the    cost   of   grease  wool  is   the   dominant   cost   in 
making  tops.     However,   there   are  also  many  factors   that   keep  y/oo1  and  wool 
top  prices  from  going  up  and  down  together   in  perfect    correlation^ 

Costs   of  converting  wool  into-  tops  vary  from  time  to  time   by  such 
factors  as  processing  costs   or^  fees,   and  the  prices  of  noils,    offsorts  and 
wastes. 
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Prices   for  wool  and  ^vool  tops  reflect  tv;o  somevvhat  different  sets   of 
demand  and   supply  in  separate   but  related  markets.      Differences   in  spot 
prices   and   futures   prices    for  wool  and  tops   all  vary  one  from  the   other 
over  a  period  of  time. 

Top  makers  are   in  good  position  to  measure   relative   values   in  terms   of 
wool,   tops,  wool  futur   s  and  top  futures   because    of  their   knowledge    of   costs 
and  prices.     Hov/ever,     .s   shovm  in  .Chart     T,    opportunities   have   existed  for 
others    in  the  v/ool  tra  le   to  take  basis   profits  by  hedging  wool  in  top  futures 
On  the    other  hand,    the  'e   have   been  risks   of  severe    loss   from  hedging  wool   in 
top  futures. 

It   is  beyond  the  scope   of  this  report  to  go   into  the   complexities   of 
figuring  what   futures      top  or  wool,    offer   the  best   opportunity  for  hedging 

grease  wool  under  var  ous   conditions.     However,    this   is  a    subject  worthy  of 
careful   study. 

HEDGING   OPERATIONS 

In  hedging  their  members'   v;oolj    cooperatives  may  use  various  types   of 
transactions,    such  as    selling  on  call,    short  hedging,    long  hedging,   and 
shifting  their   long  p   sition  from  wool  to  futures. 

Selling  On  Call  . 

Selling   "on  call  *  is   of  potential   importance  to   large-scale  wool 
marketing  cooperative  ;^      In  the   cotton  trade   cooperatives   sell   large   quanti- 
ties  to  their    customs    s    "on  call'*.      Cotton  manufacturers  usually  purchase  a 
major   portion  of  thei  ■  requirements   in  on  call  trsjisactionsc     By  so  doing, 
the  manufacturer  avoi  ts   having  to  trade   in  futures.      On-call  transactions 
have   not  yet  become  v  sry  important   in  the   grease-wool  trade.     However, 
selling  on  call  is  a     'apidly  growing  practice    in  merchandising  wool  tops. 

On-call  selling    .nvolves   the   selling   of   the  basis  at  a   specified  amount 

above   or  beloxv  that   o  '  a  designated  future   or   option.      If  the   seller   sells 

futures  at  the   same   t  .me  he   sells  the   basis   in  an  on-call  transaction,    he 
essentially  has   sold    ;he  wool. 

S 
If  the    ovmer    of    i   6, OOO-c lean-pound    lot   sold  the  basis  for    10  cents 

""on"  December  wool  ar  I  concurrently  sold  the   December   future  for  !i^l.50  — 

he  would  essentially    lave    sold  that   lot   of  v/ool  at  si.1.60  for  forward  delivery 

on  or  before   some    spe  )if ied  date  before   the  December  future   could    "go   off 

the  board",    or  closed    out.      The  buyer   in  this  assumed   on-call  transaction 

Would  pay  for  the  bas  .s   plus  or  minus   the   price   paid  by  the   on-call  seller 

v;hen  he   covered  his   L  ;cember  future  vihen  the  buyer    "called"  the   sale.      In 

this   simplified  examp  .e   the  buyer  speculated   on  the   basis   but  not   in  futures j 

the    seller   did  not   sp    culate    in   futures  nor  did   he   take  a   basis   risk. 


Call  sales  are  n  )t   limited  to  v/ools    in   inventory   or  v/ools   covered  by 
consignment  agreement".      Call-sales   contracts   can  be   executed  for  virool  that 
is    to  be   purchased   at   a   later  date.      A   long  hedger,    for  example,    may  sell 
the  basis,   buy  future  ;,    liquidate  his    futures  when  he  buys  the   required  wool 
and  concurrently  sell   futures.      He   covers   his  short   futures  y;hen  the  buyer 
calls   the    sale. 
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Call  purchases   can  be  made   from  growers   in  a  manner  similar  to  that 
whereby  manufacturers  buy  on-call  from  marketers. 

Call  transactions   for  grease  tvooI   should  be   covered  by  specific  detailed 
contracts  which  need  to   be   clearly  and  fully  understood  by  both  seller  and 
buyer,      ilany  variations  might  be   included   in   such  contracts    including  pro- 
visions  for  delivery  to  the  buyer  before   the   sale   is   called. 


Short  Hedging 

Consigned  YJool 

The   cooperative   can  hedge   consigned  wool  for  consignees  v/hile   the  wool 
is   on  the   sheep's  back,    in  transit  or  in  storage.      The   cooperative   can  hedge 
Wool  for  an  individual  member  on  a  brokerage   or   commission  basis   or   it  may 
hedge  wool   on  a  pool  basis  without   specific  contracts  with  the    individual 
growers. 

Except   in  rare   instances,    cooperative  vitooI  marketing  associations  have 
done  no  hedging  of  consigned  wool,   although  there   have   been  and  will  be 
opportunities   for    cooperatives   to  hedge   consigned  wools  with  beneficial 
results   to  producers. 

Cooperatives   have   handled   consigned  wool  separately  and  distinctly  from 
purchased  wool.      Grov/ers  receive   sane    or  all  of  the   following  advance    loans 
or  payments   on  consigned  v/ool:      (1)  pre-shearing  advance;    (2)  commodity 
advance  when  wool  is   received  by  the   cooperative    (3)   "final  payment"  after 
the  wool  has  been  sold,   and    (4)  a   "patronage  refund". 

The   grower  who   sells  his  wool  to  a  cooperative  may  obtain  a  pre-shearinj 
advance,   a  final  payment  when  the  wool   is  delivered  to  the  cooperative,   and 
a  patronage  refund.      The   grower  who   sells  to  the   cooperative   usually  has 
membership  privileges  equal  to  those    of  members  v;ho   consign  their  v/ool  to 
the   cooperative . 

It  would  be  more  appropriate  to   consider  that  all  wool  handled  by  a 
cooperative   for    patron  grovirers   can  be   classified   in  the  following  tv/o  cate- 
gories:   (l)  straight  consignment  ^vith   low  nonguaranteed  advances,   and    (2) 
high  guaranteed  advance   pool  consignment. 

Advances   on  wool  that   is   to  be   short  hedged   in  the   high  guaranteed 
advance    pool  should  be  made   low  relative  to  the  price   of  futures.      In   other 
words,    the  cooperative  would  have   to  protect   itself  as  much  as  possible 
against  basis   loss  when  hedging  high  guaranteed  advance   consigned  wool.      The 
high  advance  might  be   considered  as  being  comparable  to  the   purchase  price 
as  paid  by  dealers    other  than  cooperatives. 

The  advance,    in  the   case    of  low  non-guaranteed  advance    straight   con- 
signments,  can  be  made   by  the   customary  procedure  without   special  reference 
to  futures.     However,    under   some    conditions,    it  might  be   feasible  to  make 
higher-than-customary  advances  on  hedged  low-advance  consignments. 
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Lov/-Advance   Consignments   -  Hedging  low-advance    consignments   is  most 
likely  to  be  a   procedure   of  benefit   to   consignees    if  the    following  conditions 
exist  when  the   hedge   is   placed;    (l)  fhe   spot  price    is  above   Government   loan 
or  purchase    levels;      {2)  forward   or  spot   sales   cannot  be  made  at  a   level 
higher  than  the   price    of   the  most   favorable  option  plus   or  minus  a  high  basis 
that    is,    spots  are    low  relative   to  futures;    (3)   the  volume    of  the   consign- 
ment  or    consignments   can  be  matched   or  nearly  matched  vdth  the  volume   of 
futures   —   that    is,    6,000   clean  pounds    or  multiples   thereof. 

V/hen  futures  are   sold  to   offset  the    grower's    long  position   in  wool,    the 
gross   returns   to   the   grovver  will  equal  the   price   of  the   future   sold  plus  a 
basis   profit  or  minus  a  basis   loss,   plus  a  premium  for  quality  better  than 
par  or  minus   a  discount   for   quality  below  par,   minus   carrying  charges.      If 
the  wool   is  delivered   in   fulfillment  of  the    short  futures   contract,    the 
■premiums   or  discounts  ivill  be    in  accordance  with  the   appraisal   of  WANYCE 
appraisers. 

The   grov;ers   should  understand  that  they  must   inevitably  take  a  price 
risk  on  their  woolc      They  can  carry  this   price   risk  for   lon^^er  or   shorter 
periods    of  time.      They  reduce   the   period  by   selling  wool  on  the   sheep's 
back,   extend  the   period   by  keeping  their  wool   in  storage   or  by  consigning 
to  the   cooperative   or    other  marketer,    for   sale  at  some    later  date. 

Selling   on  the    sheep's  back^    as    customarily   practiced,    has  not  been  a 
very  scientific  procedure.      Consigning  to  a  professional  ivool  marketing 
firm  allows   for  selling  more  nearly  according  to  merit   in  a   graded  condition 
to  manufacturers. 

Under  certain  conditions  as   outlined  above,    growers  might  have   their 
cooperative   short-hedge   their  wool  to  take  advantage   of  favorable   price 
levels   and   still   obtain  the  benefits    of  consignment  marketing. 

IVhen  the   Government   is    supporting  domestic  wool  prices  through   loans 
or   purchases,    it  might   sometimes   be   possible   to  make   rather    large  basis 
profits .V      Futures   tend  to  reflect   the   cheapest  deliverable   grade    of  wool   in 
the  v/orld<.     Futures   prices    can  thus    go   considerably  bslow  sopport   levels 
for  domestic  Vv'oo'i. .     '7hen  this   happens   and   if  the    grower  has   sold  futures   at 
a  favorable   high  basis      to   offset   his   long  position   in  wool  v/hen  prices  were  ^ 
above   support    levels,    he   may_    after  a   price  decline    to  belovir  support   levels,! 
place   his  vjpol  under    loan  or   sell   it   to   the   Government  and   cover  his   short 
futures-^  ./ 

6/     Follo'.ving  is   a   hypothetical  example   of  a   30-cent   gross   basis   profit 

obtained  by  a  cooperative    selling  short-hedged   consigned  wool  to  the 

Government. 

Date  Action 

ife-y   10     Sell  March  wool  at  ^j^loGO     v;hen   spot   price  v;as  svl.'TO 

Cover   Eferch  futures  at       .^1.20     and   sell   spots   to  Government  ^1.60 

Profit        ^0.40  Loss  $0.10 
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High-Advance   Consignments   -  Cooperatives   can  best  hedge   high  guaranteed 
advance   consignments   on  a  pool  basis.      The    operations  would  be   comparable  to 
those   of  a  hedging  dealer.     Any  basis   gains   or   losses  would  bo   pooled^   and 
separate  futures  accounts  would  not  necessarily  have   to  be  made   for  each 
consignment.      One   hedge  account,    similar  to  that   used   by  hedging   cotton  or 
wool  dealers,    could  be   used   for  all  high-advance   hedged   consignments. 

The  cooperative  should  protect   its   interests  by  making  the   high  guar- 
anteed advances   on  a   low  basis  and  soiling  the  wool   on  a   high  basis    insofar 
as  feasible.      Under  many  conditions   the   cooperative  might  not   be  able  to 
meet  the    competition  of   order  buyers   or   speculative  dealers   on  strictly 
high-advance   pooling  operations.      However,   when  a   goodly  portion  of  the 
high-advance  wools  have   been  sold  forward    (including  on-call  sales),    the 
cooperative  might  find   it   feasible  to   short-hedge   those   portions  not  covered 
by  forward-sales   contracts* 

There   is  considerable  doubt  as  to  whether  high  guaranteed  advance  wools 
Would  be  eligible  for   loans   or   purchases    in  support  programs. 

Long  Hedging 

Forward  selling  has  become   an  established   practice  with  some  wool  coop- 
eratives.     The   forward-sales   contracts   may  be   fulfilled  by  delivering  either 
low-   or  high-advanced  or  purchased "wools .     Futures   contracts  are  not  necess- 
arily involved   if  low-advanced  wools  are  to  be  applied   on  the   forward   sales. 
However,   the    cooperative   is   taking  a   price   risk  if   it' is   to  apply  high- 
advance  v/oolsr      This  price   risk  exists  until   the    cooperative   has  a'v-.umulated 
the  wool  specified   in  the   forward-sales   contract.      The   cooperati'e.  night 
sustain  a   speculative    loss   if   it  does   not   long-hodge  and   prices  wer-.r,  up 
before  'it   could  obtain  the  required   high-advance  virools.      .VLen  the    ::i-,.cperative 
long-hedges   it  takes  a  basis  risk.      It   is,    th-erefore,    important  -^hat  the 
cooperative   forward-sell  on  a  high  basis,, 

Shifting  Long  Position  from  7Jool  to  Futures 

The, grower  who  owns  wool  has  a   long  position   in  that  wool   --  he   gains 
as  prices   rise   —    loses  as   prices   decline.      The    grov/er  with  a    long  position 
in  futures   gains  as  prices   of  future-s   rise   —   loses   as  prices   of  futures 
decline. 

Charts    in  this   report  show  that  wool  prices  and   futures   prices  do  not 
move   up  and  dovm  together   in  perfect   correlation.     Bases  have   fluctuated 
up  and  down  rather   radically  during  some   periods. 

Cooperatives  have   had  opportunities  to   sell  wool  on  high  bases  but  at 
prices  which  were  unsatisfactory  to   consignees =      Under   such  conditions    it 
might  be  to  the  consignees'    advantage   to  have   the  wool  sold  and  take  jftja 
equally   long  speculative   position  in  futures. 

Costs    of   carrying  v7ool   in  storage  are   generally  somewhat  higher  than 
for  brokera,ge  and  other  costs   of  carrying  futures. 
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Examples  ■■   .•     , 

Is   the  basis   going  higher?     Or    is    it  going   lo'.ver?     'lihen?     Tlmt   is  the 
heart    cf   the    problem  of  the   hedger,    or   of   the   grovrer  thinking- abaut.  shifting 
from  a    long  position   in  wool  to  a    long-speculative   position   in  futures. 

The  follov/'ing   15  examples   shov;  basis   gains   or    losses  from  different 
types   of  operations.      These   examples   use   price   data  from  the    '*^-JeGkly  Wool 
Trade  Report"  v^rhich   is   issued  by  MAMCE,      Costs    of  doing  business   are  not 
shovm<. 

Example    1;-     Simple   short  hedge  with  a  basis   gain    ■    


Date  '.7ool  Futures  Basis 


5-18-51     Advance  ©  ;?3.000     -  Sell  July  ©  ^2.935 

7-20-51     Sell  @  $2.450      -  Buy   July     @  ^^.990 

Lose  tfO.550  Gain  ^0.945 


A  high  advance   of  ^3.00   is  equal  to  the   Boston  spot  price   for   graded 
Fine   French  Combing   Territory,   approximately  equt-.l  to  the    "par"   grade   on 
i/YAl^irCEl.      The   high  advance  '.vould   have   been    less   than  $3.00  per   clean  pound 
to  the    grower  because   of  freight,   handling,    storage   and   other  costs.      If 
the  v;ool  v/ere    in  the   high  advance   pool,    the   39.5   cent  basis   gain  would  be 
pooled  and  retained  for  a  number    of  years  by  the    cooperative.      Later,    it 
would  be  distributed  as  a  patronage   refund  when  so   ordered  by  the  board  of 
directors.     Basis   losses  v/ould  be   taken   out   of  this   same  pooled  account. 

If  this  v.^ool  had  been  marketed  as   a    lov/-advance   straight   consignment 
the   grower  ."Would   have   received  a   gross   total   of    ,-3.395   for  his  vi^ool    ($2,45 
from  sale    on   7-20-51  plus  ^0,945  profit   on  futures).     His  net  price  would 
have   been  ^3,395  minus  handling,    freight  and   other   charges.      He  would 
receive  a  patronage   refund- after  a  number   of  years,    providing  the   directors 
ordered  such  payments   and  the   cooperative  had  realized  savings   from  oper- 
ations during  that   clip  year. 

Cia(>a,-'t  6©  shows   that  the   basis   for   Pine   French   Territory  wool  was   low 
during  part   of  Hay  1951  a.nd  much  higher  during  July   1951, 

If  the   high-advance  wool  had  been  delivered   in  fulfillment   of  the 
futures   contract   on   7-20-51,    the    cooperative  would  have   received  ^2.935 
for   the   y;-oo1  on  which  it  had   originally  advanced   somewhat    less   than   yS.OOO. 
This  would  amount  to  a  basis   loss   of  6.5  cents   per  clean  pound   on  this  v/ool, 
appraised  at  par.      This    6,5   cent   loss  v/ould   be   taken  out   of  the   high-advance 
pool  account. 

If  the    cooperative   had  delivered    low-advance  v:ool,    in  accordance  with 
the   example,    the    consignee's   returns  would  have   been  #2.935  per  pound   less 
marketing  charges.      Pne   ^2.935   per  pound  would  have   been  48.5  cents   per 
pound  above   the   spot  market   on  7-20-51,   which  v/as   ^2.45;   but    6.5   cents    less 
per   clean  pound  than  spots   on  5-18-51. 
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It  is  assumed   in  Examplo    1  that  there  was  an  exact  matching  of  vfool  and 
futures  volume. 

Example   2^-     Simple   short  hedge  with  a  basis    loss 

Date  Wool  Futures  Basis 


8-3-51     Advance  ©  ^2o450     - 
10-5-51  Sell         ®  $1.830     - 
Lose  .  ^0.620 


Sell  October  @  fl.1,980  47c0  on 

Buy     October  ©  ;i^la910  _8.0  off 

Gain  ^0.070  -55.0 


The  basis    loss    of  55  cents  per  clean  pound  on  par-grade  wool   is   some- 
what extreme  but   is   based   on  published   spot  and   futures   price   data. 

If   on  8-3-51  the  cooperative   had  advanced  ^2Ab   less   charges   to  the 
grower  and  sold  futures  at  $1.98,   and   then   on   10-5-51  sold  the  wool  at 
^1^830  and  covered  futures  at  tfl>,910,    it  would  have    lost   55   cents  per   clean 
pound.      The  55  cents   per  clean  pound  v/ould  be   taken  from  the  high-advance 
pool  account  if  sufficient  funds  were  available. 

If  the  wool  had  been  handled  as  a    low-advance   consignment^    the   grower 
would  have   received   ^1,90   less  marketing  charges    for  his  wool   ($1,83  from 
sale  on  10-5-51  plus   7  cents  gained   on  futures). 

Cnia.rt  6D   shows  that  the  basis  for  Fine  French  was  much  higher   in  August 
than   in  October    1951.. 


Example    3o-     Simple   long  hedge  with  a  basis   gain 
Date 


1/Yool 


Futures 


Bas  is 


3-28-52     Sell  forward  @  ^1.500  -     Buy  July  @  ^1.500 
5-23-52     Advance  ®  lii^TO  -  Sell  July  ®  |1.460 

Lose  §0.07         Gain  ^0.1600 


20.-0  on 
11.0  on 


/     9.0 


Par   grade  wool  was  forward   sold  at  ^1,50  and  July  ivool  was  bought  at 
Si. 30.      The  cooperative  made  a   high  guaranteed  advance    of  .'i|!l.570,    less 
marketing  charges   on  the  required  wool,    on  May  23,    1952  and   liquidated   its 
long  futures.      The   cooperative   realized   9  cents   per   clean  pound  on  this  v/ool 
for  deposit   in  the   high-advance   pool  account. 

If  the   cooperative  had  applied   lov/-advance   consigned  v/ool  on  this 
hedged  forward   st.le  as   of  5-23-52,   the   grower   could  ha'/e   realized  $1.66 
leiss  marketing  charges   for  his  wool   ('ipl.SO  plus    16  cents   profit   on  futures). 
The  reason  for  the   cooperative's   having  hedged   the   forward   sale  on   3-28-52 
was  that  it  did  not  then  knoir/ whether  high-  or   low-advance   consignments 
would  be  applied  on  the  fonvard  sale. 

Ther^  is  some  doubt  as  to  whether  or  not  it  should  be  cooperative 
policy  to  distribute  above-market  returns   on   long-hedged   forward-sold   low- 
advance  consignments   soon  after  the  wool   is  sold.      This  is  a  policy-level 
question  for  the  board  of  directors  to  decide   on. 

-  21  -. 


Examp3.e  4.-      Simple    Ion;:;  hed^e   vith  a   basis    loss 


Date  Vaool  Futures  Basis 


3-4-49     Sell  forward  @  ^1.140  -     Buy  July     ©^1.380  24.0  off 

6-10-49  Advance  @  ^1,120  -     Sell  July  ©  ;i?l«211  9^1  off 

Gain  $0«020  Lose  $0,169  -14.9 


The   S/S-Blood   Territory  Combing  wool  used   in  this   example   is   a  non- 
deliverable   grade.     CTL^rt  6B   shows  basis   changes  for    1949.      The   basis   for 
S/S-Blood   Territory  combing  had   been   lower  than   24   off   for   several  months 
before   Ailarch  4  when  the   hedged   forward   sale  was  made.      The   cooperative   had 
to   obtain  the   required  wool  prior  to  the   delivery  date   specified    in  the 
forv/ard  sales   contract.      Time  pressure   did  not  allow  the   cooperative   to  wait 
for  the   basis   to   go    lovrer  before   obtaining-  the   high  advance  vjools.      The 
cooperative  thus  was  forced  to  take  a    loss.     Funds   to  cover   this   loss   of 
14.9   cents   per   pound  would   come    out  of  the   high-advance   pool  account. 

It   is  most  doubtful  whether   it  v/ould  be  advisable   to  apply   low-advance 
wools  against  the   forv;ard  sale    of  this   example  unless   basis    gains  had  pre- 
viously been  made   during  the    same    clip  year   from  the   same    large    lov/-advance 
pool. 

Example   5.--     Short   hedge    siv itched  with  a   basis   gain  


Date  l;ool  Futures  Basis 


5-4-51     Advance  ©^2.350  Sell   July  ©  v'2.800  45.0  off 

6-15-51        -  Buy     July  ©  ^2,271 

6-15-51        -  Sell  Dec.   @  ^2.235 

9-14-51  Sell     @       |ili2.^  ^^y     ^^'°«    ®  2l}-'^^ 

Lose  ^0.950  Gain  •i;>1.259 


The    1/4  Blood    Territory  Staple   used   in  this   example    is   a  nondeliverable 
grade   on  lyANYCE.      Gh^rt  6D  shows   that   the  basis   for  this   grade  was    loiv  during 
early  my  19'51  and  relatively  high  in  mid-Septemoer   1951. 

If  the  v/ool   in  this   example  were   in  the   high  guaranteed-advance   cate- 
gory,   the    grov\/er  would   have   realized   somewhat    less   than  ;,^2.350  and  the 
cooperative  would  have    placed   30.9  cents  per   clean  pound  in  the   high-advance   \ 
pool  account.  ' 

If  the  wool   in  this  example  v/ere   in  the    lov.r-advance   category,    the    grov/er! 
v/ould  have   received    .,2.659    (,2.350  /30i9   or   vl^40  /  ,^i:259)    losrs   marketing 
charges . 

The   basis    for   this  wool  v;as   higher  than   10., 5   off  during  parts   of  July 
and  August.      However,    it    is   not  alvifays   possible   to  sell  wool  at  reported   or 
quoted  market  prices.      The   cooperative   switched   the   short  hedge   from  July  to 
December  on  June    Is.      There  v/as  a  sv;itching  loss   of   3.6  cents  per  pound 
($2,271   -  ;i^2.235j. 
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Short  hedgers  usually  prefer  to  switch  their  hedge   to  a  more  distant 
option  rather  than  to  make  delivery.      If  the  hedged  wool  is  a  nondeliverable 
grade  they  must  switch  the  hedge  or  sell  the  wool  and  cover  their  futures. 

Example  6.-     Short  hedge   switched  with  a  basis    loss  


^0.020 

6-6-52 

^1.440 

7-18-52 

Sell 

st'lvSlO 

Date Yjool Futures  Bas  is 

4-4-52     Advance       ^1.460  -  Sell  July  ©  ^p  1.295      •     '  16,5   on 

6-6-52  $1.440  -        ■  Buy  July     ©  ^1.466  ■       2>6  off 

Lose  .;.0.171  -19.1 

Sell  Oct.   @  ^1.426  1.4  on 

Buy     Oct.   @  ;iiil.>505  0.5   on. 

/  $0,070  Lose   -.  ^0.079 -0.9  \ 

Gain  i)0.050  Lose     ■  ^0.250  -     -20.0 

The  wool  in  this  example  v/as  l/2-Blood  Territory  Staple,  a  deliverable 
grade  with  a  value  of  6  percent  below  par.  B)ii9,rt  6C  traces  the  basis  move- 
ments  for   1952. 

If  the   cooperative  had  carried  the   July 'futures   and  made  delivery  it 
would  have  received   only   ,i)1.217  for  the  wool,    (v'lo295  minus   6  percent  dis- 
count  of  7.77  cents)  vifith  a   loss   of  24.3  cents  per  pound. 

The   loss   of   switchiiig  from  July  to  October  v/as  4  cents  per  pound 
(#1.466  -^1.426) 

It   is  usually,   but  not  always,   more   profitable   to  switch  a   short  hedge 
to  a  more  distant  future  than  to  make  delivery.      The  wool  futures  market 
Would  be  a  more   desirable  medium  for  short  hedging  if  it  were  not   inverted. 

If  high-advance  wool  were    involved   in  this   example,   the   grower  would 
have  received  somewhat   less   than  is»1.46.      The   cooperative  would  have   had  to 
cover  the    20  cent  basis   and  sxvitching   loss  by  removing  funds   from  the   high- 
advance  pool  account. 

If  low-advance  wool  had  been  used   in  this  example,    the   grower  would 
have  received   :i>1.26  less  marketing  ..charges.  (ij>l,51  less   25.  cents   lost  on 
futures). 


Example   7.- 

Long  hedge   switched  with  a  basis   gain 

.    ^ 

Dato 

Yifool                                 Futures 

Basis 

3-28-52     Sell  for'imrd  @  vl.270  -     Buy  '^i&y  @  ■';j>  1.300  3.0  off 

4-18-52  ■       ^1.250  -  Sell  May  @  :^1.360.  '.     11.0  off 


Gain  $0,060 


4-18'-52  ^1.250   Buy  July  @  .,,.1.340  9^0  off 

6-6-52  Advance  ©      ^1.240  Sell  July  ©  y 1.466         22.6  off 

Gain       10.126 


Gain  |0.030     Gain }2'J§1. 
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A  non-deliverable   grade.    Territory  3/8   Staple,    is   used   in  this  example. 
The  bases   for  this   example  are   shown  in  G'llurt  oE^ 

If  high-advance  wools  were   used   in  this  example   the   grower  would  have 
received  somewhat   less  than    ,/1.24  for  his  wool.      The   gain  of   21^6  cents 
would  be  deposited   in  the   high-advance   pool  account. 

If   low-advance  wools  were   used   in  this   example   the   grower  would  receive 
)?1.456    (.1.27  /  13.6  cents  profit   on  futures;   less   marketing  charges,    if 
such  were   the    policy  of  the   cooperative. 

Sv/itching  a   long  had;  e  to  a  more   distant   future   in  an   inverted  market 
is  not  so  likely  to   resul  .   in  a    loss   as   switching  short  hedges. 

Example   8..--     Call  s a  1  e    of   short-hedged  wool 

Date  Actions 


5-20-49        Sell  basis  ©  65   on  Oct.   and   sell  Oct.   @  s.-l,150 

8-19-49        Buyer   calls   and  co-op  covers   Oct,    ©  ^1.215 


5-20-49  Gross  receipts   of  co-op    (vOc650  /*1.150)  =  ^1.800 

5-20-49  Market   price   of  fine   staple    Territory  »  §>1.800 

8-19-49  Costs   to  the    call  buyer    (^1,2X5  /  ^0.650;  =  ^1.865 

8-19-49  Market  price   of  Fine   Staple   Territory  =  ^1>530 


The  cooperative   sold  both  basis  and  futures   on  Liay   20,    1949,    for  a 
total  of  $1.80.      This   is   the   equivalent   of  selling  the  wool  for  a   gross   of 
^1j80  for  delivery  to  the    call  buyer  at   some   later  date.      The   buye:"   took  on 
the  basis  risk  and  the   price   risk  y/as   offset   in  the    futures  market. 

The   call  buyer,    in.  this   example,   made   the   mistake   of  buying  the  basis 
when   it  was  at  a  high  level.  ••    _  _.. 

The   cooperative   could  have  remitted  :^1,80  per   clean  pound    less  market- 
ing charges   to   the   ccnsignee   on  J,iay  20^    1949,      The  marketing  charges  would 
include   estimated  carrying  costs   to  date   of  delivery  to  the  buyer. 

Example    9.-     Call  sale    of    short   hedged  v;ool 


Date- -  .  Actions 

6-15-52  Sell  basis   ©  21.5   off  Oct,   and   sell   Oct.    @  ,1.465 

9-5-52  Buyer   calls  and   co-op  covers    Oct,   ©  i!i>!1.415 

6-13-52  Gross   receipts    o-f  co-op   (■^1.465   -  *0.215)   =  vl  =  250 

6-13-52  Ii':arket   price   for   3/8  Blood  Staple    Territory  =  ^1.250 

9-5-52  ,  Costs   to  call  .buyer    {i^lAlB   -$0,215}                   =  •;fl.200 

9-5-52  Ivferket   price   for   3/6   Blood   Staple    Territory  =  #1.320 


In  this  case   the   call  buyer   obtained  v/ool  on  September  5,    1952  at  ^1^20 
when  the   market  price  was  reported  at  ^1   32.      The   cooperative  was    "out   of  the 
market"   on  this  wool   on  June    13,    1952,   when  it   sold   the  basis  at  .21.5  off 
October     and  the    October    option  at   ^^1,465   for  a   gross   of  spl.25. 
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Example    10»-     Forward   call   sale    of  short  hedged  wool 


Date  Actions 


4-11-52       Sell  basis  ®  8.0  off  Oct. 

5-2-52         Advance  ^  1^1.21  and   sell   Oct*   ®  ^1.380  '    • 

7-25-52       Buyer   calls  and   co-op  covers   Oct,   @  #1.505 

5-2-52         Market  price'  of  3/8  Blood   Staple    Terri- 
tory    «  4>1*210   • 
5-2-52  Gross  receipts   of  co-op   ($1,425   -  ^0.125 

loss    on  futures)  iJiH.SOO 
7-25-52       Costs   to  call  buyer    (.^1,505   -   ,.0.080)       «  ^1.425           .         • 
7-25-52       Market  price   of    S/S  Blood  Staple    Torri- 
•  tory     -  $1.520 

The  cooperative   took  the  basis  risk  from  April   11,    1952,   until  May  2, 
1952.      The   co-op  was   "out  of  the  market"   for  this  wool  when  a  high  advance 
of  >tt>1.21  was  made    on  the   required  wool  on  May  2,    1952,   and  thb    October 
option  was   sold  at  ^1.380.      The   cooperative  was  thus  assured  a   basis   gain 
of  9  cents  per   clean  pound   (J[pl.38  -  s?0d08  »  :#1.3Q,  which  is   9  cents-  over  the 
high  advance  of  'i,)1.21).      The   cooperative  would  actually  have  advanced   loss 
than  ''ii'1.21  so  that   its   costs   of  doing  business  would  bo   covered. 

The  cooperative  could  have  roraitted   ,.'1.30  less  marketing  charges  to  the 
consignee   on  5-2-52   if   low-advance  wools  were  applied  on  this   foriArard  call 
sold   short  "hedged  wool,      iiowevar,    the  wisdom  of  remitting  such  proceeds  at 
above;-market   levels   is  doubtful,   especially  after  the   cooperative   has  borne 
the   basis  risk  from  4-11-52  until  5-2-52.  "    .•.       , 

Example    11.-     Comparison  of  wool  futures  and  top  futures  as  alternative 

media   for  short  hedging 

Top                    Basis 
Date       Wool Wool  futures     futur'^s         "Wool  Tops ^ 

6-13-52  Advance   ©  ',1.550  Sell   Oct.   @  ii^l.465   or  @  ^1.885        8.5  on     33.5  off 
8-22-52   Sell  ©         ^1.590  Buy     Oct.   ©  ,,1.410  or  @  -3)1.932      18.0  on-    54.2  off 

/     9„5      ./     0.7 


Fine   French  Territory  is   used   in  this  example.:     The  basis  gain  in  wool 
futures  was  8.8  c^^nts    (9»5   -0.7^  per   clean- pound  greater  than  for   top  futures 

Example   12.-     Comparison  of  7>fool  futures   and  top  futures   as  alternative  media 

• for-  long  hedging ^ 

Top  ,        Basis 

Date Wool     ' Wool  futures         futures         '        Wool  Tops 

3-21-52  Sell  forvjard  ©  -^IdSO  Buy  July  ©  ;;i;1.340  or  ©  :;jil.705      18.0  off  64.5  of 
6-6-52     Buy                      @  shI. 120  Sell  July©  , A. 446  or  ©  ,,1.885     34c8     "      76.5    " 
/  16,6       /  22.0 

In  this  example   l/4-Blood  Staple    Territory  is  used.      The   basis   gain  in 
top  futures  was  5.4  cents    (22.0  -16. 6 j  per  clean  pound  greater  than  for  wool 
futures. 
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Example    13.-  Comparison  of  different  vuool  options  as  alternative  media 


for   short  hedging 

Vjool 

Futures 

Basis 

Date 

July     October 

5-16-52  Advance  @  vl-480  Soil   July  ®  .';a.460  or  Oct.    ®  ^1.422     2-0  on     5c8   on 
6-6-52     Sell         ©  ^1,440  Buy  July     @  #1.466  or  Oct.   <§  ,A.426     2,6  off  1.4   on 

-4.0  "4   6 


In  this  example  l/2  Blood  Staple  Territory  is  used.   The  basis  loss  in 
July  v/ool  v/as  0.6  cents  less  than  for  the  October  contract.   If  the  cooper- 
ative had  wanted  to  sv/itch  from  July  to  October,  it  v;ould  have  incurred  a 
switching  loss. 

Example  14.-  Comparison  of  different  wool   options  as  alternative  media 
^f or  long  hedging 


3a  sis 


Date  Vj'ool  Futures        May       October 

2-1-52     si  IT  ■  "  "  '  ' 

forward  ®  $?l-800  Buy  May  O  *1»590  or   Oct.   @  ^1«560        21,0  on  24*0  on 

4-11-52  Advance  @  ^1.570  Sell  May®  .j  1.346  or   Oct.   @  ^.312        22.4   on   25.8   on 

-    1.4        -   1.8 


Fine   Staple    Territory   is  used    in  this   example.      Tae   cooperative  would 
have   found  October  v/ool   less   favorable   than  the  May  wool   option. 

Example   15.-      Long  position  more   favorable    in   futures   than   in  wool 

Date  Vj'ooI  Futures  Basis 


9-7-51       Sell©  H.750  '  Buy  May     ®    -#1.533  21.7  on 

3-28-52    (market   price   H.470)   .       Sell  May     ©     $1.300  17.0  on 

-$0,280  -$0,233  -  4,7 


In  this  example    l/2  Blood  Staple    Territory  is.  used,     -The   consignee,    in 
this   example,  would   have   sustained  a    loss   either  by  holding  his  v/ool   off  the 
nrnrket   or  by  taking  a   long  position  in   futures.   However,    the    long  position 
in  futures  vms   someivhat    (4.7   cents   gross)  more' favorable   than  a   long  positior 
in  wool. 

If  vre   assume   that  50.  bags   of  wool  containing   6,000  clean  pounds  were 
involved,   and   that   carrying  costs  were    30  cents   per   bag  per   month,   the 
following  figures   could  apply:- 

Carrying  costs   on  50  bags,    6  months  @  50  cents   per   bag-month  =  v90.00 
Round-turn  brokerage   commission  on   1  wool  contract  =  ^40. 00 

Difference        =  .i?50.00 
6,000  pounds  X  vO. 047      ...c.o,. ,. =i262.00 

Total  •^332.00 
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Example   16»-     Long  position  moro   favorable    in  wool  than   in  futures 


Date  Wool  Futures  Basis 


3-4-49     Sell  @  |)1.140  Buy   July  ®  ^Ipl^SSO  24.0  off 

6-24-49   (market  price     ^1,120}  Sell  July©  vl.195  7.5   off 

/tfO.120  -s^O.185  -   16,5 


In  this  example    s/s-Blood  Staple   Territory  wool   is  used.      The   consignee 'i 
gross  returns  were   95,5  cents    (',A»14:0  -^0.185)  per   clean  pound.      Futures 
dropped    18.5  cents  ivhile   the   market  price   for    3/8-Staple    Territory  dropped 
only  2   cents  per   clean  pound. 


QUALIFIED  PERSONNEL  AND  Ox^GANIZATION 

Procurement,   pricing  and  merchandising  functions   of  a    large-scale  wool- 
marketing  cooperative  make  up  the   heart   of  the  business   enterprise.     Effect- 
ive  and  efficient  planning,   organizing,   budgeting,    staffing,   directing, 
coordinating,   appraising,   and  standardizing   of  those   services  are  difficult. 
The   sales  manager,   fieldmen,    field  managers ^   appraisers  and   salesmen  are 
directly  involved  in  procurement,    pricing  and  sales.     Nearly  all  other 
employees  are  also   involved   in  this  work  in  varying  capacities. 

Trading  in  futures   can  become   complex  and   involved   for  a  wool  marketing 
cooperative.      The   technical  problems    involved   in  hedging  and   futures   trading 
are    larg-ly  in  the   field   of  pricing.      One   of  the   sales  manager's   primary 
functions   is  to  be    "on  top  of"  the   price   situation  at  all  times. 

The  decision  when  and  hov/  to  use   the    futures  market  must  be  based  on 
knowledge   and  business   judgment.      Part   of   the   requisite   knowledge   can  be 
obtained  through  study  of  books,    publications,   market  nevis  reports,   and 
analyses  and  by  interviewing  persons   expert   in  this   field.      Such  knowledge 
should  bo   supplemented  by  practical  experience    in  the    "school  of  hard  kno'oks" 

Few  employees   of  v>rool  cooperatives   have  much  knowledge   or  experience 
in  wool  and  top  futures   trading.      Therefore,    present  employees  v/ill  require 
training  before   extensive    futures   trading  operations   can  be   effective  and 
efficient.     Employing  a  qualified  and  experienced  man   in  wool  and  top 
futures   trading,   with  knowledge   of  spot-wool  trading,    also  might  be  desirable 
This  person  could  be   helpful   in  training  salesmen-appraisers,    field  managers, 
and   fieldmen   in  futurc^s  trading  operations. 
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